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Students’ Department
H. A. Finney, Editor
H. P. Baumann, Associate Editor
AMERICAN INSTITUTE EXAMINATIONS
(Note.—The fact that these answers appear in The Journal of Account
ancy should not lead the reader to assume that they are the official answers of
the board of examiners. They represent merely the personal opinions of the
editors of the Students' Department.)

Examination

in

Accounting Theory and Practice—Part II (continued)
November 19, 1926, 1 p. m. to 6 p. M.

The candidate must answer all the following questions:
No. 3 (20 points):
Having been appointed to ascertain the financial condition of Snow, Frost
& Co., stockbrokers, as at June 30, 1926, you and your staff attended the office
of this concern at the close of business on the date aforesaid.
The cash and securities on hand (both in the office and safe-deposit vault)
were counted and listed and details secured regarding securities in transfer,
securities deposited as collateral for loans, those held by other brokers for the
firm’s account and those held as margin for customers’ accounts as well as
customers’ “short” commitments.
All these data have since been verified by you.
The books of the firm have been closed, under your direction, as at June 30,
1926, the general ledger showing the balances as follows:
Cash...................................................................................
$75,000
Loans payable to banks...........................................................
145,000
Due other brokers................................................................... 1,400,000
Customers’ accounts—Dr....................................................... 1,450,000
“
“
—Cr.......................................................
80,000
Advances to salesmen..............................................................
750
Securities owned......................................................................
400,000
Stock-exchange seat................................................................
90,000
Partners’ capital and undivided profits...............................
390,750
The securities, above mentioned as verified, have been valued at “market”,
as at June 30, 1926, and relative to such valuation, the following facts have
been ascertained:
Value of securities in office and vault................................................... $176,000
“ “
“
in transfer................................................................
15,000
“ “
“
deposited as collateralfor bank loans................
190,000
“ “
“
held by other brokers for thefirm’s account. . . 1,955,000
“ “
“
owned by firm..........................................................
495,500
An analysis of the customers’ accounts and a comparison with the value of
securities held as margin therefor together with the value of customers’ “short ”
commitments, disclosed the following facts:
(1) The firm held as collateral for customers’ accounts with ledger debit bal
ances amounting to $1,337,500, securities having a market value of $1,787,000.
(2) The firm held as collateral for customers’ accounts with ledger debit
balances amounting to $110,000, securities having a market value of $90,000.
(3) Customers’ accounts with ledger debit balances amounting to $2,500
were unsecured.
(4) Customers with ledger credit balances amounting to $7,500 owed the
firm, on account of “short” sales, securities having a market value of $9,000.
(5) Customers with ledger credit balances amounting to $42,500 owed the
firm, on account of “short” sales, securities having a market value of $32,500.
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(6) Customers’ accounts with ledger credit balances amounting to $30,000
had no “short” commitments.
(7) There were included in the securities deposited as collateral for bank
loans, those having a market value of $5,000 which belonged to customers who
had no ledger balances.
From the foregoing, you are required to prepare a balance-sheet setting forth:
(a) The financial condition of the firm as appearing by its general ledger
accounts before adjustments.
(b) The adjustments resulting from the valuation of the securities accounted
for and verified in your examination.
(c) The firm’s financial condition after all such valuations and adjustments.
Solution:
The financial condition of Snow, Frost & Co. as appearing by its general
ledger accounts before adjustments is shown by the following balance-sheet:
Snow, Frost & Co.
Balance-sheet
(Before adjustments for market valuations)
June 30, 1926
Assets
Liabilities and Net Worth
Cash..................................
$75,000
Loans payable to banks.. $145,000
Advances to salesmen , . .
Due other brokers.......... 1,400,000
750
Securities, owned............
400,000
Customers’ credit bal
Customers’ debit balances 1,450,000
ances ............................
80,000
Stock-exchange seat........
90,000
Net worth:
—
Partners’ capital and
undivided profits. ..
390,750
$2,015,750

$2,015,750

However, the problem requires that there be prepared a balance-sheet setting
forth:
(a) The financial condition of the firm as appearing by its general ledger
accounts before adjustments.
(b) The adjustments resulting from the valuation of the securities accounted
for and verified in your examination.
(c) The firm’s financial condition after all such valuations and adjustments.
In the absence of complete information as to the value of the assets other
than securities owned, or as to liabilities or accrued or deferred items not
appearing in the general ledger accounts, the only adjustment which can be
made in the accounts is one to record the market value of securities owned as
of June 30, 1926. This adjustment would require the following journal entry:
Securities owned.......................................................... $95,500
Profit and loss.......................................................
$95,500
To adjust book value of securities owned to
market value as of June 30, 1926.
Other adjustments may, of course, be made in the working papers in order
to show the composition of certain accounts.
In order to comply with the requirement that these adjustments, together
with a statement of financial condition before and after giving effect thereto,
be set forth in a balance-sheet, recourse is had to the form known as a working
balance-sheet, which follows:
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Before

$2,015,750.00

390,750.00

1,400,000.00
80,000.00 (3)

$145,000.00

$2,015,750.00

90,000.00

(2)
(2)
(2)
400,000.00 (1)

1,450,000.00

adjustment
$75,000.00
750.00

$1,625,500.00

80,000.00

Cr.

(3)
(3)
(1)

50,000.00
30,000.00
486,250.00
$2, 111,250.00

$1,625,500.00

Credit balances as to the amounts:
(a) Resulting from “ short” sales.
(b) Representing free credit balances.

(c) Unsecured.
(3) To record classification of customers’accounts—

Explanation of adjustments:
(1) To adjust book value of securites owned to market value as of June 30, 1926.
(2) To record classification of customers’accounts—
Debit balances as to the amounts:
(a) Secured.
(b) Partly secured.

$145,000.00
1,400,000.00

$2,111,250.00

1,337,500.00
110,000.00
2,500.00
495,500.00
90,000.00

After
adjustment
$75,000. 00
750.00

50,000.00
30,000.00
95,500.00

(2) $1,450,000.00

Adjustments

$1,337,500.00
110,000.00
2,500.00
95,500.00

D r.

* Including securities, having a market value at the date of the balance-sheet of $5,000, which belonged to customers who had no ledger balances.

Liabilities and Net Worth
Loans payable to banks—
Secured by securities * deposited as collateral................................................................
Due other brokers.................................................................................................................
Customers’accounts—Credit balances................................................................................
Customers’ short balances ....................................................................................................
Customers’ credit balances—F ree .......................................................................................
Net worth—Partners’ capital and undivided profits....................

Assets
Cash .......................................................................................................................................
Advances to salesmen ...........................................................................................................
Customers'accounts—Debit balances.................................................................................
Customers’ debit balances—Fully secured ..........................................................................
Customers’ debit balances—Partly secured .........................................................................
Customers'debit balances—Unsecured................................................................................
Securities owned....................................................................................................................
Stock-exchange seat ..............................................................................................................

June 30, 1926

Snow, F rost & Co.
Working balance-sheet
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No. 4 (23 points):
Company X, a close corporation, has $200,000 fully paid common stock of
which $150,000 was owned by A. Other capital stock of the company is
$1,000,000 six per cent. cumulative non-voting preferred.
A died in 1920 and, by will, appointed B trustee with authority to continue
the investment in the common stock of company X and to divide the net
income from dividends among his four children during their lives.
C, one of the beneficiaries, learns that although the company has ample
working capital and has been making large profits, these profits are not dis
tributed. He so informs the trustee, B, who calls upon you to investigate.
You obtain the following information:
Prior to 1921, the four managers and directors of the corporation each
received $15,000 per annum for services, and any balances of profits remaining
after the payment of dividends were carried to surplus account. The board
of directors remained the same but in 1921 and later years the balances of net
profits were carried forward in the profit-and-loss account.
At each annual meeting of stockholders, from 1921 to 1925 inclusive, reso
lutions were adopted granting the following additional remuneration to the
board of directors for equal division: (a) a commission on the net profits of
each separate year, after payment of the directors’ salaries, at the rate of 2
on the first $100,000 or part thereof; 5% on the next $100,000 or part thereof,
and 7½% on any excess; (b) a bonus of 5% on the amounts available for
dividends at the end of each year after payment of directors’ salaries and
commissions.
The net profits for the five years, after making provision for reserves and
depreciation but before charging directors’ salaries or commissions, were:

For the year 1921.....................................................
1922.....................................................
1923.....................................................
1924....................................................
1925....................................................

$250,000
215,000
245,000
296,000
220,000

In each of the five years, 6% was paid on the preferred and 10% on the
common stock.
Prepare a brief but comprehensive report including a statement setting forth
the amounts paid in each of the five years to the board of directors and to the
two separate classes of stockholders.

Solution:
It is necessary, in the solution of this problem, to ascertain the amount of
net profits available for distribution as dividends on the common stock.
To do so requires information on two points: first, the nature of the reserves
provided, and second, whether or not the preferred stock has any participating
provisions.
As to the first point, the wording of the problem that the net profits given
are “after making provision for reserves and depreciation” gives rise to the
suspicion that the reserves may be those, such as sinking-fund reserves, reserves
for contingencies, etc., properly provided by charges to surplus or undivided
profits rather than by charges to profit and loss. Of course, the reference may
be to reserves for bad debts, reserves for taxes, or other reserves ordinarily
created by charges to profit and loss. However, the amount of the provision
for reserves each year is not stated, so it would not be possible to adjust the
stated net profits even if it were known that the reserves were those which
should be provided by charges to undivided profits or surplus. It is, therefore,
assumed in this solution that the provisions for reserves were proper charges
to profit and loss.
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The question as to whether or not the preferred stock may have any rights of
participation in earnings, in excess of the six per cent. dividend, is decided by
assumption, for the purpose of this solution, in the negative. The extent of
participation would need to be known in order to determine the amount
available for dividends on common stock. The fact that dividends of only
six per cent. per annum have been paid on the preferred stock while dividends
of ten per cent. per annum have been paid on the common stock and a large
part of the profits have been retained in the business as surplus (though carried
in the profit-and-loss account) tends to support the assumption that the
preferred stock is non-participating.
The working papers on page 305, show, for the five years, the disposition of
the net profits before charging directors’ salaries or commissions.

The report follows:
Mr. B, Trustee,
Estate of A, Deceased.
Dear Sir:
As instructed by you, we have made an investigation of Company X for the
purpose of ascertaining the disposition made by that company of its net profits
for the five years 1921 to 1925, both inclusive.
Net profits for the five years after making provision for reserves and depre
ciation but before charging directors’ salaries or commissions were as follows:

For the year 1921................................................
1922................................................
1923................................................
1924................................................
1925................................................

$250,000
215,000
245,000
296,000
220,000

Together....................................

$1,226,000

The summary on page 306 shows for each year, 1921 to 1925, both inclusive,
and for the five years taken together, the amounts and percentages of such
net profits:
1. Paid to directors as salaries.
2. Paid to directors as commissions and bonuses.
3. Available for dividends.
4. Paid as dividends on preferred stock.
5. Available for dividends on common stock.
6. Paid as dividends on common stock.
7. Retained in the business.
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Total ......

1921...............
1922...............
1923...............
1924...............
1925...............

For the year
$60,000 $190,000
60,000 155,000
60,000 185,000
60,000 236,000
60,000 160,000

$2,500
2,500
2,500
2,500
2,500

$4,500 $ ....
2,750
.....
4,250
....
5,000 2,700
3,000
....
$7,000 $183,000
5,250 149,750
6,750 178,250
10,200 225,800
5,500 154,500

ferred
stock

$9,150.00 $173,850.00 $60,000
7,487.50 142,262.50 60,000
8,912.50 169,337.50 60,000
11,290.00 214,510.00 60,000
7,725.00 146,775.00 60,000

Bonus

able for
dividends

$20,000
20,000
20,000
20,000
20,000

mon stock

Net prof DividendsDividends
its avail on pre on com

$93,850.00
62,262.50
89,337.50
134,510.00
66,775.00

business

Net prof
its re
tained in

$1,226,000 $300,000 $926,000 $12,500 $19,500 $2,700 $34,700 $891,300 $44,565.00 $846,735.00 $300,000 $100,000 $446,735.00

$250,000
215,000
245,000
296,000
220,000

Net profits
Net profits
Directors’ commissions
before direc
Net prof
after di
rectors’
tors’ salaries Directors its after
salaries
or commis salaries directors'
salaries At 2½ % At 5%At 7½ % Total and com
sions
missions

Company X
Analysis of disposition of net profits before charging directors’ salaries or commissions for the five years 1921 to 1925, both inclusive

Students' Department

Per
centage
Amount

1922

Per
centage
Amount

1923

Company X

Per
centage
Amount

1924

Per
centage

Per
Amount centage

1925

Amount

Total
Per
centage

$76,150.00

Total .....................
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37.54 $62,262. 50 28.96 $89,337. 50 36,47 $134,510.00 45.44

{93,850.00

Net profits retained in the
business.......................

{66,775,00 30.36

$446,735.00 36 . 43

$546,735.00 44.59
100,000.00 8.16

45.54 $82,262.50 38.26 $ 109,337.50 44.63 $ 154,510.00 52.20
8.00 20,000.00 9.30 20,000.00 8.16
20,000.00 6.76

Available for dividends on
$ 113,850.00
common stock .............
20,000.00
Dividends on common stock.

$86,775.00 39.45
20,000.00 9.09

$846,735.00 69.06
300,000.00 24.47

69.54 $ 142,262.50 66.17 $ 169,337.50 69.12 $214,510.00 72.47 $ 146,775.00 66.72
24.00 60,000.00 27.91 60,000.00 24.49
60,000.00 20.27
60,000.00 27.27

$ 173,850.00
Available for dividends
60,000.00
Dividends on preferred stock

$81,490.00 27.53

$379,265.00 30.94

30.46 $72,737.50 33.83 $75,662.50 30.88

24.00 $60,000.00 27.91 $60,000.00 24.49 $60,000.00 20.27 $60,000.00 27.27 $300,000.00 24.47
6.46 12,737.50 5.92 15,662.50 6.39
21,490.00 7.26
13,225.00 6.01
79,265.00 6.47
$73,225.00 33.28

....

$60,000.00
16,150.00

Paid to directors:
Salaries.........................
Commissions and bonuses

Net profits before directors’
salaries and commissions. $250,000.00 100.00 $215,000. 00 100.00 $245,000.00 100.00 $296,000.00 100.00 $220,000.00 100.00 $1,226,000.00 100.00

Amount

1921
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For the entire five-year period the disposition of net profits may be expressed
in the form of percentages as follows:
Percentage of

Net profits before directors* salaries and
commissions..................................

Amount

Net profits
before
directors’
salaries
and commissions

$1,226,000.00

100.00

Paid to directors:
Salaries................... $300,000.00
Commissions and bo
nuses.......................
79,265.00

Amount
available
Amount
for
available dividends
for
on common
dividends
stock

24.47
6.47

Total...............................................

379,265.00

30.94

Net profits available for dividends........
Dividends on preferred stock...............

$846,735.00
300,000.00

69.06
24.47

100.00
35.43

Balance of net profits available for divi
dends on common stock.................
Dividends on common stock................

$546,735.00
100,000.00

44.59
8.16

64.57
11.81

100.00
18.29

Balance of net profits retained in the
business...............................................

$446,735.00

36.43

52.76

81.71

From the foregoing tabulation it will be seen that the net profits for the fiveyear period before charging directors’ salaries or commissions were distributed
as follows:
Compensation of directors........................................................
30.94%
Dividends to preferred stockholders....................................
24.47%
Dividends to common stockholders.....................................
8.16%
Undistributed..............................................................................
36.43%
Total.....................................................................................

100.00%

It will also be noted that dividends paid on the common stock during the
five-year period were:
8.16% of net profits before directors’ salaries and commissions.
11.81% of net profits available for dividends.
18.29% of net profits available for dividends on common stock.
Based on the par value of $100 (assumed) a share, the amounts earned and
dividends paid per share of common stock were as follows:
Percentage of
Dividends paid dividends paid
Earned per
per
to amounts
Year
common share
common share earned per share
17.57
1921............... ..........
$56.93
$10.00
24.31
1922............... ..........
41.13
10.00
54.67
18.29
1923............... ..........
10.00
12.94
1924............... ..........
77.25
10.00
23.05
43.39
10.00
1925............... ..........
$50.00
18.29
$273.37
Total......... ..........
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(Here it would be appropriate to comment upon the factors mentioned
below.)
Yours truly,
No reference has been made to federal income or profits taxes, but it is
obvious that if the profits given are before provision therefor the amounts
available for dividends and the amounts of profits retained in the business
would be reduced by the amount of such taxes.
Certain other factors would doubtless be investigated and commented upon
in relation to the examination but information in regard thereto is not given
in the problem. These factors are:
(1) The company’s working-capital position.
(2) The amount of additions to plant or other fixed assets or the amount of
any reduction in bonded debt or other long-term liabilities.
(3) The amount of surplus or undivided profits of the company.
(4) The matter of possible agreements with creditors or preferred stock
holders imposing limitations upon the amounts which might be paid
out as dividends on common stock.
As to the first factor, the only information given in the problem is that
contained in the statement, “ C learns that although the company has ample
working capital.” Granting that C’s information was correct, there is no
indication that the condition described existed at any date other than at the
close of 1925, and a satisfactory working-capital position at that time may
have been due to the fact that during the five-year period there had been
retained in the business profits earned during the period in the aggregate
amount of $446,735. Of course, the company may have had ample working
capital at the beginning of 1921 and the increase therein as a result of profits
may have given the company working capital in excess of its reasonable require
ments. On the other hand, the increase throughout the period may have been
no more than sufficient to meet a need for increased working capital due to
the expansion of the business or changed methods of merchandising.
It may be, however, that the profits of the period were availed of for other
purposes than the increase of working capital. This leads to a consideration
of the second of the factors listed above. If there had been additions to plant
or other fixed assets or any reduction of bonded debt or other long-term liabil
ities during the period and no new indebtedness had been incurred in relation
thereto, the company’s ability to pay cash dividends would have been cor
respondingly limited.
Regarding the third of the factors enumerated, the difficulty lies in the fact
that the balance of surplus account at the beginning of the five-year period is
not stated. Since some surplus is usually regarded as desirable, it might well
be that the failure to pay any larger dividends during the period was entirely
due to the fact that there was a very small surplus at the beginning of 1921.
In that case the retention of earnings in the business might have been for the
purpose of building up a surplus or undivided profits account to an amount
deemed desirable. For example, had there been, at January 1,1921, no surplus
balance, the surplus at the end of 1921 after payment of dividends would have
been only $93,850 and at December 31, 1925, would have been $446,735
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without consideration of the possibility that amounts which doubtless were
paid as federal income and profits taxes were charged against undivided profits
or surplus (in this case the profit-and-loss account) and had not been deducted
in arriving at the amount of net profits stated in the problem.
It may be contended that the statement that the company “has ample
working capital” overcomes any presumption as to a meagre surplus account
at the beginning of 1921. However, the statement that “the company has
ample working capital,” as stated before, appears to apply only to the situation
at the end of 1925. Moreover, the possession of adequate working capital does
not necessarily imply the existence of a surplus account. There may be a
substantial surplus without sufficient, or indeed any, working capital, and
adequate working capital may exist without any surplus whatever. Con
sequently, the “ample working capital,” to which reference is made may have
been provided as a result of the original capitalization of the company or may
be the result of bond issues, and in either case the desirability of building up a
surplus account of reasonable size would still exist.
As to the fourth factor, the problem does not state whether there may have
been agreements with bondholders or other creditors or with preferred stock
holders limiting the amount payable in any year as common-stock dividends.
Such agreements might have provided for the creation of sinking-fund reserves
requiring provisions of such amounts as may have precluded the possibility
of larger dividends to common stockholders; or the agreements may have
limited the amount payable during the life of the bonds, for a certain period of
years, or until a certain working-capital ratio was reached.

309

